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SPECIFIC COMMENTS

Section

1.533-1(a)(3)(ii)(d)

1.
Ordinarily, stock or securities issued
by a corporation depend for their value on

all of the assets shown on the balance sheet.
It is improper, therefore, to conclude that

each such issuance by the parent is evidence
that such parent has relied upon the under

lying value of investment in a subsidiary to
obtain funds for non-dividend distributions

to its shareholders.

Moreover, it is not

clear why the issuance of either stock or
securities in exchange for property should

constitute such evidence.

We suggest that

this paragraph be revised to read as follows:
"(d) securities are issued for money
by the parent, the value of which

securities is based solely on the
underlying asset value of the subsi

diary.”
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2.

Section

1.533-1(a)(3)(ii)

Aside from the factors outlined as evi

dencing reliance on the underlying value of
the subsidiary, a factor that would indicate

lack of such reliance should also be inserted.
For example, there are numerous situations
where subsidiary corporations borrow funds
from third party lenders for construction of

business facilities or for other business
purposes.

Quite frequently, the loan agree

ment will prohibit the payment of dividends

so long as indebtedness is outstanding or
remains above a certain level.

It seems

unfair to penalize indirectly a parent cor
poration which, in circumstances like these,

borrows funds secured by its investment in the

subsidiary, even though such funds are used
to pay dividends to shareholders of the parent

company.

The payment of dividends from the

subsidiary is in this situation beyond the

control of the parent.

3.

1.533-1(a)(3)(iv)

Example 1 covers the situation where the
parent has no earnings and profits for 1967,

has a deficit at the beginning of the year,
and pays a dividend of $25,000.

Paragraph (b)

in this example suggests that if the subsidiary
distributes $25,000 to the parent, and the

- 3 parent in turn distributes $25,000 to its

shareholders,
the subsidiary will not be
deemed under this subparagraph to have been
availed of to avoid the income tax on the

shareholders of the parent provided that the

$25,000 is treated as a dividend under Section
301(c)(1).

unsound.

This last requirement seems

If we examine a situation under

which the parent had a loss for 1967 in excess
of $25,000, the distribution to the shareholders

of the $25,000 received from the subsidiary
would be a return-of-capital dividend.

It

seems inequitable to impose on the subsidiary

an accumulated earnings tax (which is usually
imposed only in the absence of a dividend)
arising from the fact that a distribution has
actually been made.

If the subsidiary's total

earnings for 1967 aggregated $25,000 all of

which was paid to its parent, the subsidiary
would appear to be faced with the anomaly of
being subject to the accumulated earnings tax
without having any accumulated earnings upon

which the tax can be imposed.

Consequently,

the requirement under this example that the

amount must be treated as a dividend under
Section 301(c)(1) in order to avoid the tax
is inappropriate and impractical.
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Section
1.535-3(b)(1)(iii)

4.
This paragraph appears to be directly
contrary to the Code provision.

It says that

if the parent relies on the underlying value of
its investment in the subsidiary to obtain

funds for non-dividend distributions, the burden
of showing that earnings and profits have been

retained for the reasonable needs of the
business will be on the taxpayer.

Under Section 534 of the Code, the burden
of proof with respect to whether earnings and
profits have been permitted to accumulate

beyond the reasonable needs of the business
may be shifted to the government if the pro
cedure set forth in that section is followed.
If, in the new regulations, the Commissioner is

suggesting that this shifting will not take
place under the conditions set forth, the
regulations appear to be in direct conflict

with the Statute.
If the provision in the regulations is
intended merely to reiterate the general
burden that a taxpayer has under the Internal

Revenue Code it is unnecessary.
5.
1.1502- 44(a)

The reference to Paragraph 1.1502-3 in
the first sentence should be Paragraph 1.1502-2.

